Policy makers often rationalize their support of government mandates that require the purchase of health insurance on the basis that it is not right for some to bear the cost of coverage while others, who are equally capable of affording it, avoid such costs. On equity grounds, it simply is not fair that some workers purchase insurance, while others with equal ability to pay depend upon society to cover the unpredictable costs of illness. In this paper Eugene Steuerle discusses the complications that arise when government strives to design and implement mandates. No plan now exists that relies solely upon an employer mandate. While the focus of business concern about the Clinton plan has been on its mandate that employers purchase health insurance for their workers, for instance, the proposal also contains an individual mandate that has received far less attention. Steuerle, an economist, is a senior fellow at The Urban Institute. At the institute, he has conducted extensive research on budget and tax policy, health care, Social Security, and welfare reform. The latest of his books, coauthored with Jon Bakija, is entitled Retooling Social Security for the 19 94). It has been widely recommended by former Social Security commissioners us "pathbreaking" and "undoubtedly the most comprehensive analysis of the very long-range financing problems confronting the Social Security program." Earlier, Steuerle served in various positions in the Treasury Department over a fifteenyear period
Abstract:
As is true of automobile insurance, a strong case can be made for a mandate that requires individuals to purchase health insurance rather than shifting costs to others. A mandate by itself, however, is likely to be regressive. By dealing with individual needs through the back door, an employer mandate generally keeps costs hidden and raises employment problems, while an employer subsidy will be poorly targeted. An individual mandate, in turn, raises other difficult administrative issues of collection and enforcement. No employer mandate is sufficient without an individual mandate, and millions of Americans will fall outside of any mandated system. M any of the health reform bills now before Congress include some form of mandate to implement health reform. The plan of the Clinton administration, for instance, contains a mandate on both employers and individuals. Mandates or regulations regarding purchases of goods and services, however, operate very much like tax-and-expenditure schemes in their impact upon the economy. That is, a mandate to purchase health insurance is in many ways equivalent to taxing individuals and then giving each of them a product equal in value to the amount of tax each paid. For some theoretical purposes, one can make all three-individual mandates, employer mandates, and tax-and-expenditure schemes-close to identical. In practice, however, each of these approaches creates very different perceptions and usually is implemented in very different ways. Choosing from among alternative regulatory and tax approaches requires close examination of goals, the ability of each approach to meet those goals in implementation, and the size of related costs and distortions that inevitably accompany any tax or regulation. This paper focuses mainly on employer and individual mandates and demonstrates that there are strong equity and efficiency rationales for a mandate. These are not issues of progressivity; indeed, by itself, a mandate to purchase health insurance is regressive. The paper further shows that the logic of a mandate, just like any tax or expenditure, is inherently individual in nature and shows how distortions arise in a system in which costs are hidden from individuals either by the government or by employers. It next raises tough implementation issues for both employer and individual mandates. No employer mandate, moreover, is sufficient by itself: It must be accompanied by an individual mandate. Finally, many persons fall outside of a mandated system, no matter how well designed.
Efficiency And Equity Considerations
At their core, individual and employer mandates are justified by the notion that it is not right for some to bear the cost of insurance while others, who are equally capable, avoid those costs. The economic principles involved are those of horizontal equity-equal treatment of equals-and efficiency. These issues arise especially in a society that attempts to provide some minimum level of well-being for its members. Once that minimumsupport decision is made, strong efficiency and equity arguments can be made for more universal participation in the payment mechanism. Some forms of social insurance use a similar rationale to justify their design. For example, we ask workers to contribute to Social Security before retirement so that they do not later fall back upon a welfare system for the aged. 1 Many persons do not now pay for their own insurance. When they become ill, they may fall back on subsidized parts of the system, such as charitable care or welfare. Even many who are not initially eligible for assistance may become so if their health conditions become severe enough or their income falls far enough. Take, for instance, a middle-income person with few assets and no health insurance. If a truly catastrophic illness occurs, the prior failure to buy insurance will mean that health care can only be obtained if adequate resources are provided by other members of society. In effect, many of those who are labeled as uninsured are in fact partially insured through backup charitable care and public assistance. 2 Who pays for this insurance? Where public assistance is involved, the taxpayer pays. In other cases, individuals pay extra when they cover their own medical bills or buy their own insurance. This private cross-subsidization is achieved through devices such as higher hospital charges and higher insurance premiums for those who are insured. Significant inefficiencies are introduced by this system of cross-subsidization. Indeed, the additional costs of covering the costs of the uninsured are like a hot potato that different insurers, risk groups, and providers try to pass on to others. The backup insurance system, moreover, gives everyone some incentive to avoid purchasing insurance. Many employer and employee groups that are considering support of health reform are led in part by the notion that reform will be a means of reducing their costs of subsidizing others.
The ability of some to ride free on others' payments of taxes and higher insurance premiums is a problem that applies at all income levels. 3 Economists generally argue that insured workers earn the value of their cash wages plus employee benefits. If health insurance is worth $4,000, for instance, then insured workers with cash compensation of $10,000 are really earning $14,000 but giving up substantial amounts of cash wages to buy insurance. On equity grounds, it is not fair that some $14,000-a-year workers purchase insurance, while others with equal ability to pay depend more on society. 4 Similar considerations of equity and efficiency underlie the requirement that almost all automobile drivers must purchase automobile insurance. While the mandate is not perfect-reckless drivers still take more from the system than they pay into it-at least the requirement protects society and injured parties from having to bear the full cost that would be imposed by uninsured motorists who are capable of buying insurance.
Progressivity
Although some find it surprising, neither individual nor employer mandates can be justified on grounds of progressivity, The goal of redistributing to the poor, for instance, can be achieved through a redistribution of money. Suppose, for example, that one were to choose between granting $4,000 in cash or $4,000 of health insurance to the poor. If greater income is desired for low-income persons, then why require that income to be spent on health insurance or, more specifically, health insurance with particular characteristics specified by the government? Each goal-greater progressivity and required health insurance-must be justified in its own right. 6 In any case, employer and individual mandates by themselves generally are not progressive. Relative to current law, they usually redistribute net income away from lower-income persons. This is a direct consequence of the backup insurance policy provided through government or charitable care. Suppose, for instance, that the cost of comprehensive health insure ance is $4,000 and that a person of modest means does not buy this insurance. The backup insurance that this person has, even though it might be quite inadequate, still has some value. Let us suppose that it is only available in catastrophic situations and that its expected value is only $1,500. If the person is required to purchase a comprehensive policy, then he or she will pay $4,000 for a policy perhaps worth $4,000, but the net gain in insurance is at best only $2,500. There is a loss of income equal to the value of the backup insurance policy that used to be provided free but now is not required. 7 Turning to an employer mandate does not solve this problem. Economists generally believe that the worker pays the cost of such a mandate through lower wages. An employee producing goods and services worth $14,000, for example, is not going to be paid $14,000 in cash wages and an additional $4,000 in health benefits simply because the government calls the mandate an "employer" mandate. Cash wages will fall toward $10,000, or the loss-producing job eventually will be eliminated.
Most health packages, including those that contain mandates, achieve redistributive goals through mechanisms other than the mandate. For in stance, subsidies are provided to help individuals meet the mandate. Because of the regressive nature of the mandate, however, the net redistribution of a combined package-say, one with a progressive tax-is often quite small. Sheila Zedlewski and colleagues found that the Clinton plan and other proposals containing mandates on employers typically achieve only a minor amount of redistribution to the poorest 20 percent of the population.
An Inherently Individual Logic
The goal of health reform is to improve individual well-being, not the well-being of some legal construct or form of organization such as a corporation or business employer. The same can be said about the efficiency and equity principles that underpin the rationale for a mandate: They are inherently principles that apply to individuals. 9 Once one tries to assess an individual tax or subsidy on a particular form of organization, rather than on the individual, there are inevitable efficiency costs. Return to the analogy with automobile insurance. No one seriously suggests that employers provide workers with automobile insurance instead of requiring them to purchase health insurance. Parallel arguments are made in other parts of the economics literature on public finance. For example, it is generally believed that taxation of corporations is a poor way to try to tax individuals. Relative to an individual tax of equal yield and progressivity, this type of back-door tax forces reorganization of the business sector, encourages debt over equity financing, discriminates against lowincome persons who own corporate stock, and so forth. However, administrative considerations are important in choosing among altematives. 10 A political argument is often made for an employer mandate. Although an employer mandate is equivalent in many respects to a tax, the tax would not flow through government accounts (although the debate over what is a "tax" in the president's plan is made more complex with respect to money that might be made to flow through quasi-government agencies or alliances). 11 Similarly, even though economists believe that individuals pay for employer mandates, the cost is more hidden and, hence, believed by some to be more politically acceptable.
The Hidden Nature Of Health Insurance Costs
One consequence of an employer mandate, as well as of Medicare-type government plans, is that the cost of insurance is hidden from individuals. Whatever one thinks about the ability of individuals to restrain costs once an illness strikes, individuals can constrain costs at the time that they buy insurance. Removing the individual from this decision-making process is one reason for the rise in health insurance costs. Few persons are now given the opportunity to choose a lower-cost plan and to pocket the savings. That choice, however, might mean later that they will only have access to $200,000-a-year surgeons and three attendants and nurses in the operating room rather than $400,000-a-year surgeons and five attendants and nurses-hence driving down the cost of health care. 12 While individuals inevitably are the source of funds for health insurance, most of their payments are not made directly, but indirectly in the form of taxes and lower wages (Exhibit 1). The current system has led most households to believe that $1,000 or $2,000 in health costs is catastrophic, when the average amount spent per U.S. household is now about $9,500. 13 One of the consequences of a system with hidden costs is that it becomes politically difficult to implement a reform that reveals those costs. For example, if we forced individuals with $14,000 a year in total compensation to buy insurance for $4,000, or if we taxed them $4,000 to support a government plan, there would be a loud howl of protest. Yet this level of cost is paid by many with moderate incomes today-they simply do not realize it. Households will contribute on average about $6,700 in fiscal year 1994 in taxes and reduced cash wages to support the nation's health care systems. These numbers are higher on average for those who actually pay. In effect, health care reform confronts one of the same dilemmas that drives costs under current law. When recognized directly, the cost of health care is so astronomical that most households believe that they cannot afford it. They do pay, however, through higher taxes (or more government debt) and lower cash wages. These indirect financing systems continue to hide costs, which removes a natural barrier to health cost increases at the time that insurance is purchased. With the barrier largely removed, costs continue to increase, even fewer people are able to afford insurance, and the demand for government assistance increases. 14 The absence of this cost barrier has had an important influence on approaches to reform. One approach has been to try to force recognition of cost by such methods as capping tax benefits for health insurance and offering employees savings when they purchase lower-cost health insurance. 15 A movement toward greater cost recognition, however, would be messy: The information market by its very nature is limited and, in the case of health care, has not been allowed to develop fully. An alternative approach is to throw in the towel on recognition of costs at the individual level. Since demand for health care at zero price may be close to infinite, this approach leads toward, perhaps requires, regulation and cost control by the government. An individual mandate fits in more easily with the former, an employer mandate or tax-and-transfer scheme with the latter. There are hybrids, however, including the plan of the Clinton administration and an earlier plan favored by Alain Enthoven. 16 
Further Issues Raised By An Employer Mandate
Employer and individual mandates are designed and implemented in quite different ways. An employer mandate to buy insurance raises the effective minimum wage that an employer must pay. As a technical or theoretical matter, once again, the difference need not exist; that is, the cash minimum wage could be lowered by the amount of payment that is now required in the form of in-kind compensation. As an implementation matter, however, this has never been proposed. Most economic analyses show that increases in the minimum wage tend to decrease employment at that wage level, although there is much dispute about how large the effect might be. 17 The adverse consequences are most likely to show up in smaller firms, which tend to provide fewer health benefits and have lower-thanaverage wage levels. Note, moreover, that an increase of several thousand dollars in insurance costs can easily translate into an increase in the minimum wage of two dollars or more, thus hitting many employees at wage levels significantly above the current minimum wage.
Employer mandates often have their most undesirable effects on groups that legitimately want to work for cash wages, such as spouses of employees with health plans, teenagers with family coverage, and elderly persons who may be unable to obtain jobs if their health costs must be covered by an employer rather than by Medicare. 18 These groups are also among those most likely to be affected by increases in the minimum wage. Probably for these reasons, the administration has moved in its plan to exempt dependent teenagers from the employer mandate.
Many of these latter problems arise because implementation of an employer mandate, such as in the president's plan, generally applies per employee, per employer. This creates problems for people who have more than one full-time job (defined, for instance, in the Clinton plan as thirty hours per week) and for families with more than one worker. They may be required effectively to pay for insurance twice or more, thus providing especially strong disincentives to obtain a second job within a household. 19 This approach also discriminates heavily against the harder-working of two families with equal total income. For instance, a couple with two full-time workers each earning $40,000 per year will be required to pay substantially more for their insurance than a couple with only one spouse earning $80,000 per year at one full-time job.
One could attribute all employer costs to the individual and allow rebates for duplicate coverage on tax returns at the end of the year. This, however, would represent a very strong step toward an individual mandate and would make obvious the hidden individual costs. If individuals get statements of exactly what is paid on their behalf, and then get rebates for excess contributions, they will view the employer mandate as one on themselves.
Individual attribution, of course, also requires individual valuation. Practically speaking, the step is easy only for direct employee contributions for employer-provided insurance. For employer contributions, formulas would be required to allocate total employer health expenses among workers. This task could require rules regarding variations according to type of plan chosen and factors such as age or geographical location.
Once an employer mandate is introduced; and the perception that the employer pays is maintained, the political process is led almost inevitably to think about employer subsidies, rather than simply individual subsidies, to help with those costs. 20 The Clinton administration, for instance, proposes subsidies to small employers. Aiming a subsidy at employers rather than individuals, however, again raises the inevitable efficiency cost issues.
In the administration's plan, the employer subsidy is designed in such a way that it would lead to economic segregation of the labor market, with rich and poor workers becoming increasingly separated by type of employer. This consequence arises from subsidizing employers of low-income workers rather than the low-income workers themselves. For example, when only small firms can receive subsidies for hiring low-wage workers, then larger firms will hire fewer low-wage workers and attempt to contract out the work those workers otherwise would have provided. This would cause lowincome workers to congregate in those firms where the subsidies are the highest, while high-income employees would congregate in other firms.
Issues Raised By An Individual Mandate
Although I believe that the logic of taxation and subsidization is inherently individual, individual mandates themselves raise a variety of implementation issues. Perhaps the major issue is enforcement: How does one get an individual mandate (and an individual subsidy) to work?
A mandate is only as good as its enforcement mechanisms. It is often easier to enforce a mandate on a large employer. Any employer that does not comply might be denied the right to operate or be required to pay a hefty penalty to ensure compliance. If a mandate is to operate at the individual level, however, the nature of the penalty to be assessed and the means by which noncompliance is measured are more complicated.
If an individual penalty or tax is to be paid by those who do not comply with the individual mandate, for instance, then some withholding system must be set up to ensure that those taxes are collected during the year. The Internal Revenue Service (IRS) is simply incapable of going to millions of households, many of modest means, and collecting significant penalties at the end of the year. Nor do many households have the necessary savings to pay penalties at the end of the year. The regular income tax relies upon fairly flat tax rates, exemption of moderate amounts of income from taxation, and overwithholding as ways to ensure that adequate tax is paid and collected over the course of the year. Even then, millions of nonfilers and delinquent payers (many of which are also small businesses) fail to comply.
Unless an individual mandate and subsidy system is kept relatively simple, administrative and enforcement costs would be high and perhaps unacceptable. It is very difficult to set up an entirely separate tax structure to implement health policy collection goals (just as it is very difficult to set up a separate welfare system to implement health policy expenditure goals). Each social policy in this country does not warrant its own tax system.
Many proposals for individual mandates back up the mandate with a set of subsidies. If the individual mandate is part of an attempt to establish universal health insurance, then the subsidy is required to ensure that individuals can afford to buy the insurance. Many proposals attempt to relate the size of the mandates and subsidies to income levels of individuals. Elaborate adjustment of the subsidy by income level, however, also turns out to be infeasible. Welfare systems tend to have monthly accounting periods, but the income tax has an annual accounting period. Most people know their previous year's income only when they file their tax returns.
There are only three possible income bases to which these subsidies and penalties can be related during the course of the year: (1) a guess as to this year's total income; (2) last year's income; or (3) weekly or monthly income. None of these is very attractive. Guessing income or basing income testing upon last year's income raises significant inaccuracies. A weekly or monthly accounting system such as welfare's is notorious for its bad reporting and inability to monitor. Shorter accounting periods also tend to redistribute smaller portions of help to the long-term poor. This forces us back toward a weekly or monthly withholding and subsidy system with an annual accounting period for reconciliation. To achieve this goal, the weekly or monthly subsidies and penalties must be paid at a rate that avoids significant debts to the government at the end of the year.
Another individual implementation issue relates to the government's ability to know whether an individual has purchased health insurance. Employers and insurance companies inevitably would have to provide reports to the government so that persons without insurance could pay the appropriate noncompliance penalty. This, again, will not be easy, especially with respect to those who move from one region to another, adopt different family configurations, and switch jobs during the course of the year. The information systemlike many tax and health information systems operating today-will be only partly accurate and will operate with time lags.
Let me suggest mechanisms for getting around some of these administrative problems. First, we must determine just what type of penalty could be administered at the individual level. A flat surtax rate could be applied to those without individual insurance. Such a surtax could be built onto existing withholding and estimated tax procedures. At a lesser level, a personal exemption might be denied to those who are uninsured. The Cooper plan has picked up some of these suggestions.
Individual subsidies are both more inaccurate and harder to administer if they are phased out or taxed at a high rate. With variable income and family reconfigurations, one cannot allow too large of a subsidy to be given that might later have to be paid back. The evidence with the earned income credit is that it will not be paid out during the year because there are significant probabilities of overpayment as long as families do not know their total income for the current year.
For a variety of reasons, including the need for an annual system with frequent payments and withholdings, administrative considerations favor a flat voucher system (equal-size vouchers for everyone), backed up by tax or recapture rates that do not create highly variable tax rates. Flatter vouchers and tax rates allow both subsidies and penalties to be paid at a rate requiring little correction or reconciliation at year end. In effect, weekly or monthly subsidies and vouchers will be fairly accurate on an annual basis.
In budget accounting, however, these approaches tend to raise budgetary measures of both subsidies and taxes. For instance, if phaseouts of subsidies are abandoned in favor of a higher income tax rate, then the measure of tax burden will rise. When the phaseouts are kept in the expenditure system, no taxes are recorded, tax rates are hidden, and measures of expenditures are reduced. Thus, phaseouts in existing welfare programs and in Medicaid have been allowed to rise so high as to create confiscatory tax rates on work and extraordinary marriage penalties for many low-income persons. Such problems would be extended in a number of the health bills before Congress, including those that take a Medicaid-expansion approach. 21 A possible compromise is to start with vouchers for children and let the normal tax system worry about recapturing the value of those vouchers. Along with a stiff individual surtax for those persons who do not buy insurance and some insurance reform to guarantee the availability of coverage to everyone, I believe that such an approach could substantially reduce the number of uninsured persons. This approach solves many administrative problems but not the insurance issue for low-income adults who would be without vouchers and would be subject to little or no surtax.
To take advantage of the existing system of employer insurance, I suggest requiring employers to help administer any individual mandate or subsidy; that is, they would be required to withhold a penalty from those without insurance and make available insurance on which any government subsidy could be spent. This system would not be without its own administrative and other costs. For instance, it, too, requires some regulation of what is acceptable insurance and requires some auditing to limit abuse. Again, this suggestion has been incorporated into a number of congressional bills.
Employer And Individual Mandates Combined
No plan exists that relies solely upon an employer mandate. Despite the attention given in the administration's health plan to mandate that employers purchase health insurance for their workers, the proposal also contains an individual mandate that has been given much less attention. Regardless of merit, an employer mandate is insufficient to address the lack of health insurance throughout the population. Many persons without insurance do not work or work only part time. Most proposals for universal coverage, therefore, contain some individual mandate. 22 If an employer mandate is not backed by an individual mandate, then universal coverage could be obtained only if all nonworkers were completely subsidized even while modest-wage workers paid for their insurance through lower wages. The idea of providing insurance to millionaires who decide not to work, however, is not appealing. Once it is decided that millionaires must pay some portion of cost, then the issue of an individual mandate is engaged and a whole series of related decisions is required. 23 The Clinton administration tries to solve this issue by meshing together an employer mandate, an employer subsidy, an individual mandate, and an individual subsidy. Needless to say, this brings to the fore all of the implementation problems in both systems. In fact, it adds other problems due to interactions. First, the subsidies for workers and nonworkers are based upon different schedules of income; they also are dependent on size of employer. In effect, there are incentives to move back and forth among employers and between employment and unemployment depending upon variable subsidies. Standards of horizontal equity are violated partly because they are never established in the first place. Some standard is needed to distribute burdens and subsidies between workers and nonworkers who are viewed to be equally capable or incapable of paying for health insurance.
One of the worst problems of interaction, one that leaves the current administration plan unworkable, derives from its attempt to distinguish between those subject to an employer mandate and those subject to an individual mandate. Take the case of uninsured persons who work only part time. A system of combined mandates must be created for them. In the administration's proposal, the employer mandate would cover a share of insurance cost proportional to the number of hours worked per week divided by thirty hours. The individual, in turn, would be responsible for two remaining components: (1) the share of the employer mandate (a maximum of 20 percent) that is collected by the employer from all employees, and (2) the portion of total health insurance cost that was not covered through the employer mandate. For example, suppose that an employee worked fifteen hours per week and that the employer generally split the cost of insurance with workers on an eighty-twenty basis. Then the employer would cover 80 percent of half of the total cost, or 40 percent of the total. The employee would be required to pay the remaining 60 percentfifty percentage points deriving from the individual mandate and ten percentage points as the matching payment required under arrangements with the employer (that is, 20 percent of the half required under the employer mandate). On top of this, the administration proposes separate schemes for subsidizing or capping employer payments and for subsidizing individuals separately for their own payments.
This particular scheme of mixing and matching employer and individual mandates and subsidies not only is confusing, it probably cannot be administered. Among other reasons, there is no reliable system for measuring hours worked and for penalizing misreporting, and the employer mandate depends upon both of these. In addition, the hours worked one week may be different than the hours worked the next week, so that the required size of the mandate and the subsidy either would vary constantly over time or would be constantly inaccurate.
Noncompliant and low-income individuals. A variety of additional enforcement and coverage problems are common to employer and individual mandates and subsidies. First, the mandates by themselves cannot deal well with low-income individuals. Employer mandates must be backed up by individual mandates to deal with part-time workers and nonworkers. Individual mandates, in turn, must be backed up by substantial subsidies for low-income persons who cannot afford the cost of insurance. Also, many persons already do not comply with the tax or welfare laws, and health reform is likely to add to, rather than subtract from, these numbers.
Millions of persons will fall outside of either an individual-or employermandated system, just as they fail to file income tax returns. In effect, a significant portion of the problem of dealing with low-income persons remains and must be dealt with through means other than individual or employer mandates and subsidies.
Conclusion
Large-scale health reform involves the adoption of mechanisms, including mandates, that operate much like other tax, expenditure, and regulatory schemes. One of the biggest mistakes that reformers can make is to ignore problems with making these mechanisms work. If these problems are solved, however, health reform will look very different than its idealized versions. 24 There are strict limits on how much government can control or implement. The trick, I believe, is to stop viewing health reform as a once-and-for-all decision. Too much debate takes place over the furniture in the penthouse when implementation issues force us back toward considering carefully how to design even the basic building blocks. As long as government is so heavily involved in the health sector-as it already is-it is going to be constantly changing, reforming, and attempting to improve its efforts. Whatever structure is adopted in the near term, it must leave room for future reforms and improvements in a health sector that itself is rapidly redefining its very character.
